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Certified Mail
-.Dear

Department of the Treasury

Persan to Contact:
Employeea ID Number: *****
Tel: =
Fax: ek
Refer Repiy to:
AP'FE.CLE:KAS
In Re:
EQ Revocation
Form Required to be Filed:
1041
EIN:
Tax Period(s) Ended:
12/2001 12/2002
UIL: 501.33-00
L.ast Day to File a Petition with the
United States Tax Court;
Not Applicable

This is a final adverse determination regarding your exempt status under section
501{c}(3) of the Internal Revenue Cods (IRC}. Itis determined that you do not qualify
as exempt from Federal income tax under IRC Section 201{c)3) effective December

14, 1898,

Our adverse determination was made for the following reason(s):

A substantial amount of your organization’s assets were diverted to the personal
use of the founders. Because the eamings inured to the benefit of a private
shareholder or individual, the organization is not operated exclusively for exempt
purpcses described in section 501(c)(3) of the Code.

Contributions to your organization are not deductible under section 170 of the Code.

You are required to file Forms 1041, U.S. Cnrpuration Income Tax Return, for tax
periods beginning on and after January 1, 2003 with the Cincinnati Servica Center,

Cincinnati, OH, 45899-0012.




We will notify the appropriate State officials of this action, as required by Code section
8104(¢c). You should contact your state officials if you have any questions about how
this determination may affect your state respansibilities and requirements.

You also have the right to contact the office of the Taxpayer Advocate. Taxpayer
Advocate assistance is not a substitute for established RS procedures such as the
formal appeals process. The Taxpayer Advocate is not abie to reverse legally comrect
tax determinations, nor extend the time fixed by law that you have to file a petition in the
U.S. Tax Court. The Taxpayer Advocate can however, see that a tax matter that may
not have been resclved through normal channels gets prompt and proper handling. If
you want Taxpayer Advocate assistance, please contact the Taxpayer Advocate for the
IRS office that issued this letter. See the enclosed Notice 1214, Helpful Contacts for
Your “Notice of Deficiency”, for Taxpaver Advocate telephone numbers and addresses.

If you have any questions, please contact the person whose name and telephone
number are shown in the heading of this letter.

Sincerely,

LAt

TEAM MANAGER

Enclosure:
Notice 1214 Heipful Contacts for your “Notice of Deficiency”

CG. ek e
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DEPARTMENT OF THE TREASURY
Internal Revenue Sarvica

TAX EXEMFPT AMD
GOYERMNMENT ENTITIES

Iy ISiON
Taxpayer [dentfication Number;
Legend] EmN
ORG= Mame of organization Form:
EiN= EIN of organization
NM= Marne of individual Tax Year{s) Ended:
December %, 200X & 200X
Persan fa Contact/ID Number:
ORG
Cantact Nurnbers;
Telephome:
Fax: v

Certified Mail - Retum Receipt Requested

Dear NN,

We have enclosed a copy of our report of examination explaining why we believe
revacation of your exempt status under section 501(c)3) of the Internal Revenue Code
{Code} is necessary.

If you accept our findings, take no further action. We will issue a final revocation |etter,

If you do not agree with our proposed revocation, you must submit to us a written
request for Appeals Office consideration within 30 days from the date of this letter to
pratest our decision. Your protast should include a statement of the facts, the
applicable law, and arguments in suppart of your pasition.

An Appeals officer will review your case. The Appeals office is independant of the
Director, EO Examinations. The Appeals Office resolves most disputes informally and
promptly. The enclosed Publication 3498, The Examination Process, and Publication
892, Exempt Organizations Appeat Procedures for Linagreed lssues, explain how to
appeat an Internal Revenue Service {IRS) decision. Publication 3498 also includes
information on your rights as a taxpayer and the IRS collection Process.

You may also request that we refer this matter for technical advice as explained in
Publication 822, If we issue a determination letter to you based on technical advice, no
further administrative appeal is available to you within the IRS regarding the issue that
was the subject of the technical advice.

Letter 3618 [04-2002)
Ca1alcy Number 34800F




I

If we do not hear from you within 30 days from the date of this letter, we will process
your case based on the recommendations shown in the report of examination. If you do
not protest this proposed determination within 30 days from the date of this lefter, the
IRS will consider it to be a failure to exhaust your available administrative remedies.
Section 7428(b}){2) of the Code provides, in part "A declaratory judgment or decree
under this section shail not be issued in any proceeding unless the Tax Court, the
Claims Court, or the District Court of the United States for the District of Columbia
determines that the organization invoived has exhausted its administrative remedies
within the Internal Revenue Service." We will then issue a final revecation letter. We
will also notify the appropriate state officials of the revacation in accordance with section
8104(c) of the Code.

You have the right to contact the office of the Taxpayer Advocate. Taxpayer Advocate
assistance is not a substitute for established IRS procedures, such gs the formal
appeals process. The Taxpayer Advocate cannot reverse a legally correct tax
determination, or extend the time fixed by law that you have to file a petition in a United
States court. The Taxpayer Advocate £an, however, see that a tax matter that may not
have been resclved through normal channsls gets prompt and proper handling. You
may call toll-free 1-877-777-4778 and ask for Taxpayer Advocate Assistance. If you
prefer, you may contact your lacal Taxpayer Advocate at;

If you have any questions, pleass call the contact rerson at the telephone number
shown in the heading of this fetter, If you write, please provide a telephone number and
the rmast convenient time to call if we nead to contact YO,

Thank yeu for your cooperation.

Sinceraly,

Marsha & Ramirez
Directar, EQ Examinations

Enclosures;
Pullication 852
Publication 3498
Reports of Examination

Letter 3618 (D4-2002)
Latalog Mumber 34308F




Fasm BBGA . Departtnent af the 'l‘rt'asl::r}' - lateman] Ravenue Seovice Schedule No. or Exhibir
Explanation of Items

Name of Taxpayer Tax ldentification Na, Year/Period Ended
ORG EIN
200X12,200X12
Legend
ORG = Name of organization AT= Attorncy
EIN = EIN of organization LC= Location
NN = Name of individual CY/PR= Country or Providence
ST = State UU= Unrelated organization
BA= Bank X = Amount
RR= Related organization X = Year

PRIMARY ISSUE: Whether the IRC § 501(c)(3) tax exempt status of the ORG should be revoked
because it is not operated exclusively for tax exempt purposes,

FACTS:

Organization’s creation and structure,

ORG (the “Organization™) was created with a Declaration of Trust {Declaration) by NN and
NN(each being a “Founder™), with NN also being the Trustee, on December x, 199X, This trust was
organized under the laws of the ST. (See exhibit A)

The Declaration provides that the trust was created for the purpose of establishing an organization
which is described in IRC §§ 501(c)(3) and 509(a)(3). The Declaration provides that the Founder
renounces any power to determine or control, by alteration, amendment, revocation, termination or
otherwise, the income or principal of the trust estate and thal the Founder renounces any interest,
either vested or contingent, including any reversionary interest or possibility of reverter, in the
income or principal of the trust estate. (See exhibit A)

The Declaration further provides that each year the Trustee shall distribute x% of the net income of
the trust to the RR, the named Primary Charity. In addition to this distribution, each year the Trustee
shall distribute a total of X% of the net income to one or more identified charitable organizations or
to the Primary Charity as directed by a majority of the Board of Directors (the “Board”). Schedule A
of the Declaration lists x additional charities, including RR. (See exhibit A)

The Declaration provides that the Board shali contain x members, be the governing body of the trust,
and that the members of the Board shall be determined as follows:

- One Board member shall be appointed by the Primary Charity

- One Board members shall be NN his successor, or a descendent of NN

- The other members of the Board shall be NN, NN, and NN

The Declaration provides that upon winding up and dissolution of the trust, the assets shall be
distributed to a non-profit fund, foundation or corporation, which is organized and operated
exclusively for charitable, educational, religious, and/or scientific purposes anid which has
established its tax exemnpt status under § 501(c}(3}. (See exhibit A)

Fouomn 886-A(Rw.4—63} Department of the Treasury - Internal Revenue Service
Page: -1-




Fotrm SS&A Pepartmunt of the Tl'f-'ﬂﬁ:_-w « Titermal Resvenue Service
Explanation of Items

Schedule Na. or Exhibit

MName of Taxpayer Tax Identfication No,

ORG EIN

Year/ Periad Ended

200X 12;200X12

Through their attorney, NN, (See exhibit B) and on behalf of the Organization ,the NN executed a
Form 1023, Application for Recognition of Exemption Under Section 501(c)(3) of the Internal
Kevenue Code, (See exhibit B-1) on December x, 199X, which was filed on December x, 199X, The
Service acknowledged the application by letter dated February x, 200X. (See exhibit C) By letter
dated April x, 200X, the Service recognized the Organization as exempt from Federal income tax
under § 501(a) as an erganization described in § 501(c)(3) and classified it as other than a private
foundation because it was described in § 50%{a)(3). {See exhibit )

It should be noted that the exemption application filed with the Service by the Organization in
December 199X contained financial information for the calendar year ending December x, 199X,
and proposed budgets for the calendar years 200X and 200X. The application did not, however,
contain any information regarding the plans NN and UU (“Promoter”) had orchestrated. The plan
called for the Organization to loan $x to a hybtid entity, which would then move $x to UU, which
would then move $x to UU, which would then loan the money as a mortgage to NN. This plan is
outlined in a flowchart {See exhibit E-3) provided to NN by Promoter in the executive summary
dated November 10, 199X. It should also be noted that UU. and UU are affiliated entities, both of
which are also affiliated with Promoter. The plan, with slight modifications, was later executed.

Background leading up to the creation of the Organization.

By 199X, as stated in the executive summary dated November x, 199X, NN acquired x stock
options from his employer, UU. NN exercised x of these options on October x, 199X, resulting in
$x of ordinary income. NN expected to exercise the remaining x options when the market reached
$x per share.

NN contacted Promoter about its tax saving strategies in response to Promoter’s advertisements,
Promoter replied to NN's initial contact in 4 letter dated September x, 199X, (See exhibit E-1) In the
September x, 199X letter, the promoter propesed to prepare a "comprehensive Master Financial
Plan" for NN in exchange for a retainer fee of $x to be collected by the UU {Promoter’s affiliated
law firm in the CY,PR), The fee was due and payable before any planning would take place,

On September x, 199X, NN entered inte an “Agreement for Development of Master Financial Plan™
with Promoter, paying the $1x “retainer” to Promoter by check #x, dated Qctober x, 199X, This
check was drawn from NN's “NN Tax-free reserves money market portfolio™ account. (See exhibit
E-2) In November 199X, NN went to 3T and attended a presentation by Protnoter. Promoter
provided NN with a November x, 199X executive summary, which served as a narrative for nse
during the presentation. According to this document, NN’s financial goals were to minimize
personal income taxes on his exercise of UU stock options, eliminate capital gains tax on the sale of
his portfolio assets, and lo preserve wealth through implementing estate planning techniques.
Promoter proposed x strategies in its Master Financial Pian to NN to accomplish his goals: a loss of
income tnsurance program, a supporting organization, an equity management mortgage, and estate
planning technigues.

Form BBE-A(Rw.#ﬁS} Dcpartment of the Treasury - Internal Revenue Service
Page: -2-




Frrem SsﬁA Department of the Trogsuery - Intemal Bevenue Seevice Schedule No. or Exhibic
Explanation of Items

Name of Taxpayer Tax Identificadon Na. Year/Period Ended

ORG EIN
200X12;200K12

Loss of Income Insurance Policy and Equity Management Mortgage Strategies

In its complaint against Promoter, the Security and Exchange Commission (SEC) describes these
strategies as follows — (See exhibit AF)

A Loss of Income (“LOT”) policy is an agreement between Promoter’s client and UU (“UU™)
whereby the client purchases a policy to insure against a future loss of income:

An LOI policy is usually purchased for coverage until the earlier of a specified term, such as
x year, or the date of death of the insured. The insurance company typically holds the net
premium in a separate account, along with the net premiums of other LOI insurance policies,
Creditors cannot access policy reserves. The insurance company guarantess a fixed return on
such premiums, Most LOI policies provide that your premiums, plus a guaranteed return,
will be paid back 1o the policy holder at the end of a specified period (usuvally x years).

SEC contends that, in reality, LOIs are not purchased as insurance, but as a vehicle to make offshore
and tax-free investments of funds which can be repatriated as desired by the investor. No UU
investor has ever filed a ¢laim against an LOI for a loss of income. What, in fact, cocurs is that the
investor purchases the LOI from UU and then borrows back a percentage of the premium through a
note or investment contract, usually in the form of a "mortgage," called an Equity Management
Mortgage or “EMM.”

The EMM is obtained through two affiliated entities of Promoter, UU and UU, which act as the
mortgagee. The investor's proceeds from the EMM are then placed in an IBC and invested offshore
through ST, or repatriated by the investor. The net effect of the LOVEMM transaction is that the
investor is able to deduct the premium paid for the LOI, encumber his property through a mortgage
and deduct the interest on payments which are effectively made to himself on the mortgage. The
investor can then invest the proceeds from the mortgage offshore through an IBC, with UU (*ST")
managing the investment. The remainder of the premium left with U is then invested to provide
the investor with a fixed rate of return over the ten-year life of the policy.

In the November x, 199X executive summary provided to NN, MSA states that “the objective of the
LOT Insurance Program i3 to create an additional investment tool where premiums grow tax-deferred,

and are available through loan arrangements while insuring against loss of income.” (See exhibit E-
3}

Supporting Organization Strategy
In its complaint against Promoter, the SEC describes Promoter’s Supporting Organization (SO)
strafegy --

Contributions by investors to SOs are treated in a similar way [to that of the LOI and
EMM strategy]. Under Promoter’s interpretation of the tax code, a certain percentage of
the income derived from the funds contributed to the SO must be donated to charity, and

Form 886-&{%#&8} Department of the Tredsury - Intemal Bovenue Service
Page: -3-




Furm SB6A Cpartment of the 'l'rc-anl;njl.' - Tagrnyid Ravenue Seronce Schedule No. or Exhibit
Explanation of Items

Name ufTaxpayr:r Tax Idendfication No. Year/ Peniod Ended
ORG EIN

200%12;200512

the remainder maybe loaned back to the investor through an EMM. The proceeds from
the EMM are then invested in the same way as the LOI and EMM strategy.

Fstate Planning Sirategy
Promoter’s Estate Planning Strategy included transferring client assets into a living trust, and moving

life insurance assets into an Irrevocable Life Insurance Trust.

In its November x, 199X, executive summary to NN, Promoter concluded that implementing these
stralegies could result in 199X tax savings of $x, possible 200X tax savings of $x, and possible
200X tax savings of §x. Promoter stated in the November x, 199X "Implementation Agreement”
letter (Exhibit E-4), that for $x the Master Financial Plan can be put into operation. The $x fee was
for the attomey's fees, the filing fees, travel expenses, first vear fees, consultation services and tax
filings. Flat fees and additional service fees are mentioned for the EMM, the Support Organization,
the LOI policy, the Foreign Variable Annuity, and the hybrid company.

NN paid $x to Promeoter as an initial retainer fee, another $x initial fee for the LOI policy (to UU
“LJU™), and another $x to the UU. Additionally, Promoter™s Master Financial Plan that it created for
NN called for the creation of a supporting organization which was named ORG (“Organization™).
Per Promoter, the role of the Organization in the NN Master Finangial Plan was, “to assist you in
reducing capital gains on the sale of your portfolio assets. This benefit is directly related to your
financial objective of reducing ordinary income tax for 199X."

The Promeoter also facilitated the creation of other organizations for use by NN as part of executing
the Master Financial Plan. These include NN in the CY/PR, NN, Series A Investors, Lid, and NN
Inc. Other organizations in the Promoter’s family of controlled organizations used as part of the NN
Master Financial Plan include the Estate Planning Institute, Ltd. and NN (*NN™). NN moved $x
(See exhibit E-7) from the NN LOI policy to the Bank of CY/PR and then on to the $x (See exhibit
E-8) home mortgage through UU, LL.C (provider of Promoter’s EMM arm of the plan). Promoter
detailed this transaction to NN in the cash flow diagram section of the Master Financial Plan that it
created for NN.

As mentioned, ane of the products NN purchased was the creation of g supperting organization.
Promoter’s executive summary advises NN that the "Suppoerting Organization {$O) could help
reduce your taxable income by §x in 199X and $x in 200X and 200X." 1n addition, "With a $x
donation you wili be able to reduce your ordinary income tax by $x” plus x% of the, "contribution is
transferred out of your taxable estate. This provides asset protection from your personal liabilities
and allows your cstate to escape estate taxes." To execute this plan, the Form 1023 was filed with
the Tnternal Revenue Service on December x, 199X, NN, a key seller of Promoter’s products, was
the Organization’s contact listed on the Form 1023,

Specific Fxamination Findings

Form SSﬁ-ﬂ_{Rnﬂ-GE} Department of the Treasury - Internal Revenue Secvice
Page: -4-




Fotmn SEGA Departanest af the 'l'n:ﬂs:lq' - Intemal Revenne Service Schedule No. or Fxhibit
Explanation of Items

Name of Taxpayer ‘Tax Idendfication Na. Yeac/Period Ended

ORG EIN
200X 12:200512

The Urganization filed Forms 990, Return of Organization Exempt From Income Tax, for the tax
years 199X, 200X, 200X and 200X, The Organization has not filed any of its returns for years after
200X, including its Form 990 for the period ending December x, 200X, The reason given by NN of
UU, LLP was that the representative did not have enough information to file an accurate return. (See
exhibit AD}

The Organization’s Forms 990 reflect the following: (See exhibits Al, AJ and AK)
TY 200X TY 2003 TY 200X
Contributions X X X
Dividends/Interest
Gain{Loss) on Sale of
Asgsets
Other Inv. Inc.
Total Revenue
Grants
Bank Fee
Total Expenses

Excess (Deficit) for Year

IY 200X  TY 200X  TY 200X

Savings & Temp Cash

Investments $x’ $x $x
Investments-Securities

{ULh X X X

LI B

! At the beginning of the calendar vear 200X, the Form 990 teported there was $x in Savings & Temporary Cash
Invesiments.

Form BSG-A{MHSE} Departinent of the Treagury - Internal Bevenue Service
Pagre: -5-




Formn SSGA . [Deparionent of the 'l'rcasl:l.r}' - Intermal Hevenne Scovips Schedule No. or Fxhibi
FExplanation of Items

Name of Taxpayer Tax Identification No. Year/ Period Ended
ORG EIN
200K 12;200% 12
Investments — Other
{UU) X X X
Other Assets
Total Assets Bx $x x

The following grants to charitable organizations were reported on the respective Form 990 returns:

TY 200X $x
TY 200X Ix
TY 200X $x
Total $x

199X and 200X Years
In 199X NN reported a deduction of $x in charitable contributions on their 199X Form 1040, /.S,
Individual Income Tax Return. The Organization reported on its 199X Form 990 that it received $x
in cash contributions in 199X ($x from NN, and $x from NN}. (See exhibit AH)

In December 199X, NN purchased an LOI policy from UU for $x that, after fees of $x, resulted in $x
on the UU LOI poliey.

The NN purchased a house on February x, 200X, for $x, with a first mortgage of $x held by BA and
a second mortgage of $x through UU (a Promoter-controlled entity). Promoter’s portfolia
documents include a sheet entitled “NN Mortgage Funds Breakdown,” showing that the funding for
this mortgage came from the Organization, in the amount of $x, and from the UU LOI policy, in the
amount of $x, for a total of $x. Copies of wire transfers show that $x was wired from UU to UU on
January x, 200X, and the Organization transferred $x to UU on January x, 200X, In February 200X,
UL wired the $x million to UU, which then wired the $x million to the NN mortgage closing
attorneys {AT) on February x, 200X. (See exhibits E-7 through E34)

The Organization’s cash flow for 199X and 200X consisted of the following -

NN transierred stock and cash to the Organization in late December of 159X for which the NN
clatmed a charitable contribution deduction on their Form 1040 for 199X, The Organization

Form SSﬁ-ﬂ{Rw.HE} Department of the Treasury - internal Revenue Service
Page: -6-




Fotem 886&.

Diepartment of the “Tegasory - bneemnal Revenue Sorvice

Explanation of Items

Schedule Na. or Exhibit

Mame of Taxpayer
ORG

Tax Identification No.

EIN

Year/Period Ended

200X12,200X12

sold the stock for cash and the monies were placed in the x accounts titled in the name of the
Organization, one at UU and one at UL,

On January x, 200X, the Organization had $ in account number x with UU. {See exhibit AL}
During the month of January 200X there were withdrawals of $x from the account and a fall in
market value of $x, leaving $x in the account at years end. In a meeting with agent NN, NN
stated that this money was moved to a bank account in CY/PR and is owed to him by Promotet.
The facts show that, contrary to NN’s assertion, the monies were moved as part of the pre-
arranged plan and were “lent” to the NN via UU. See below.

On January x, 200X, NN authorized a wire transfer for $x from the Organization’s account
with UU, account number x, to UU Funding Limited (“UU”)'s BA Bank account in CY/PR.

(See Exhibit AP)

A total of $x was transferred from the Organization’s MML account on January x. 200X, via
two separate wire transfers of $x and 3x. The money was deposited in UU’s account at BA in
CY/PR. When asked, the Organization was unable to substantiate the exempt purposes of these

transfers.

In addition to the transfer of $x from the NN LOI policy, this makes $x transferred from the
Organization and the NN "loss of income™ policy to UUs bank account in CY/PR in January

2003,

(n February x, 200X a wire transfer for $x went from the UTFs bank account in CY/PR
through UU and then to AT, AT listed $x on the settlement statement prepared for the
purchase of the NN new home as a loan from UU, LLC (UU). As previously stated, UU is
affiliated with Promoter and with UU.

On December x, 200X, $x was wired into the Organization’s UU account. This amount was
aiso reported as a charitabie contribution deduction by the NN on their Form 1040 for 200X.

On December x, 200X, $x was wired out of the Organization’s UU account. When asked, the

Organization was unable to substantiate an exempt purpese for this transfer.

For 200X, the total amouni of disbursements made by the Organization for which it is unable to
substantiate an exempt purpose is $x ($x, $x, and $x). This is the amount reported on the
Organization’s Forms 990 for 200X - 200X as Investments- Other and described on a Schedule as

uu.

Sometime after the mortgage was signed and all the paperwork was processed, NN stopped making
payments to UU on the mertgage. The Organization has received no payments from the NN for the
NN use of its funds routed through ULJ and UU to NN. and NN.

Form Sﬂﬁ-ﬂ.{n:-.r_a-ﬁs;
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Fotm BS&A_ Pepartament of the Treasury - Inteenal Revenue Service Schedule No. or Exhibit

Explanation of Items

MName of Taxpa}fe[ Tax Identfication No. Year/Petiod Ended
ORG EIN
200X 12200312
200X Tax Year

On its Form 990 for tax year 200X, the Organization reporied expenditures of $x. The Organization
substantiated $x in expenditures during the examination, not all for grants:

$x to the UTJ;

$x o UL,

$x 1o the DL,

$x to various other charities; ;
$x to the private benefit of the NN family {vacation trip and cash}. .

The Organization was unable to substantiate $x in expenditures.

For tax year ending December x, 200X, the Organization’s income that it reported on its Form 990
was understated by $x. As previously stated, it could not substantiate $x in disbursements-
Additionally: a total of $x in expenditures were either used for the NN personal benefit or were not
established as being for § 501(c)(3) exempt purposes as follows: the Organization made a payment
by check, number x, in the amount of $x (See exhibit AQ-1} for a vacation at L.C for the NN family;
issued a check number x for $x in "cash;" See exhibit AQ-2) and $x in unsubstantiated expenditures.

The Organization could only substantiate $x in assets as of December x, 2003, The Organization
reported $x in assets on its 200X Form 990 ($x in Savings and Temporary Cash Investments, $x in
Investments — Securities (described as NN) and $x in Investments - Other {described as UU). The
Organization was unable to substantiate $x of ity assets for 200X, The Organization asserts that this
amount was in an account with UU Funding Ltd. in CY/PR. When requested, the Organization was
unable to provide documentation to substantiate the location and amounts of these assets. As
previously shown, $x of this amount was returned to the NN via a “loan.” The Organization has not
accounted for $x wire-transferred out of its account on December x, 200X, x days after the $x was
“contributed” to it by the NN.

200X Year
On November x, 200X, NN wrote two checks {(numbers x and X} to "Cash" from the Organization’s
account with UU for a total of $x. (See exhibits AR-1 and AR-2} When asked, the Organization was
not able to substantiate an exempt purpose for these cash withdrawals, NN annotated on check
number x “food bank contributions,” and on check number x “homeless shelter supplies.”

In two years, in excess of X% (3X + $x0 + x + x + $x + $x) of the “contributions” to the Organization
were dissipated without the Organization being able to substantiate the exempt purposes behind the
expenditures. The Organization did not adequately substantiate these expenditures on its Forms 990
for 200X, 2001 or 200X. NN asseried, in a meeting with agent NN, that this money was invested in
a bank in §T CY/PR and then stolen by Promoter. However, most of this money was funneled
through the Organization by the NN (without any capital gains tax assessed on the stock sales and
with a tax deduction for the “contributions™) and used for inurement directly to the NN.

Form 836-.&.(1?.&.4-63} Department of the Treasuty - Intemal Bevenoe Service
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Form BBGA Dparionmig of the Tregsury - Intemal Revenus Sendce Schedule No. or Exhibit
Explanation of Items
Mame of Taxpayer Tax Identification No. Year/Pericd Ended
ORG EIN
20031 2:2005{12
Additional

On July x, 200X, NN transferred $x from the exempt organization’s UU aceount via check number
x. When asked, the Organization was unable to substantiate the purpose or destination of the
withdrawal. The Organization has been unable to account for the continued “disappearance” of its

assets,

Due to the lack of records, the Organization did not file Form 990 for the period ending December x,

200%,

As of April x, 200X, the court appointed receiver of Promoter’s assets began collection efforts on the
loan the NN obtained through UU. The NN representative in the collection matter claimed in a
letter, dated June x, 200X, to the receiver that the mortgage was funded using the assets of NN and
that the mortgage was a sham. Therefore, per his representative, NN had no liability to continue to

pay UL

The NN are the only contributors to the Organization. NN 1s the trustee of the Organization and
designates which entities receive funds from the Organization. NN is also listed on the Forms 990 as
a trustee although she was not so designated in the Declaration of Trust. During a meeting with
Agent NN, NN stated that no director of the Organization’s Board of Directors ever did anything

with or for the Organization. NN and NN controlled the Organization completely.

From 199X — 200X, the NN used the Organization as a place to move cash in and out, with the
Organization being unable to substantiate, when requested, the exempi purpose for almost all
expenditures and transfers, and unable to substantiate even the location where some of the funds
were transferred. Approximaiely x% of the assets deposited into the banking accounts of the
Organization have net been used for exempt purposes.

LAW,;

IRC § 501(c)(3) exempts from Federal income tax: corporations, and any community chest, fund, or
foundation, organized and operated exclusively for religious, charitable, scientific, testing for public
safety, literary, or educational purposes, or for the prevention of cruelty to children or animals, no
part of the net earnings of which inures to the benefit of any private shareholder or individual, no
substantial part of the activities of which is carrying on propaganda, or otherwise attempting to
influence legislation and which does not participate in, or intervene in (including the publishing or
distributing of statements), any political campaign on behalf of any candidate for public office.

Regulation § 1.301(c)(3}-1{c){1) provides that an organization will be regarded as “operated
exclusively” for one or more exemnpt purposes only if it engages primarily in activities which
accomplish one or more of such exempt purposes specified in § 501(c)(3). An organization will not
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be so regarded if more than an insubstantial part of its activities is not in furtherance of an exempt
purpose.

Regulation § 1.501{c){3)-1(¢c)(2} provides that an organization is not operated exclusively for one or
more exempt purposes if its net earnings inure in whole or in part to the benefit of private
shareholders or individuals. The words “private sharehelder or individual” refer to persens having a
personal and private interest in the activities of the organization per Treas. Reg. sec. 1.501(a)-1(c)

Regulation § 1.501(c){3)-1(d){1)({i1) provides an crganization is not organized or cperated
exclusively for one or more exempt purposes unless it serves a public rather than a private interest.
Thus, to meet the requirement of this subdivision, it is necessary for an organization to establish that
it iz not organized or operated for the benefit of private interests such as the creater or his family,
shareholders of the organization, or persons controlled, directly or indirectly, by such private
interests.

In Better Business Bureau v. United States, 326 U.5. 279 (1945), the United States Supreme Court
held that regardless of the number of iruly exempt purposes, the presence of a single substantial non-
exempt purpose will preclude exemption under saction S01{c)} ).

In Founding Church of Scientology v, ULS., 412 F, 2d 1197 (Ct. Cl. 1969) the court stated that loans
to an organization’s founder or substantial contributor can constitute imwement that is prohibited
under section 501(¢)(3). Inthat case, the church made loans to its founder and his family and failed
to produce docwmentation that demoenstrated that the loans were advantageous to the church. The
church also failed to produce documentation to show that the loans were repaid. Significantly, the
court stated that “the very existence of private source of loan credit from an organization’s earnings
may itself amount to inurement of benefit.”

In Church of World Peace, Inc. v. Commissigner, T.C. Memo, 1994-87, aff"d, 75 A F.T.R.2d (RIA)
2082 (ll.']"1 {ir. 1993}, the Tax Court held that a church did not operate exclusively for religious
purposes because the church facilitated a circular tax-avoidance scheme. The facts showed that
individvals made contributions to the church and claimed charitable contribution deductions. The
court found that the church then returned the money to the individuals claiming that the payments
were for housing allowances and reimbursement of expenses. The court further found that such
payments were in fact unrelated to the church’s operations.

In Rev. Rul. 67-5, 1967-1 C.B.123, it was held that a foundation controlled by the creator’s family
was operated to enable the ¢reator and his family to engage in financial activities which were
beneficial to them, but detrimental to the foundation, It was further held that the foundatien was
operated for a substanlial non-exempt purpose and served the private interests of the ¢reator and his
family. Therefore, the foundation was not entitled to exemption from Federal income tax under

§ 501(c)(3).
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GOVERNMENT’S POSITION:

The IRC § 501(c)(3) tax exempt status of The ORG (the “Organization™) should be revoked because
it 1s not operated exclusively for tax exempt purposes.

The facts show that the Organization is not operated exclusively for a tax exempt charitable purpose.
Rather, the NN have operated the Organization for their own personal benefit. The NN have also
used the Organization for tax avoidance purposes. The promotional material and the agreements that
the NN entered into with UL (“Promoter”} show that the NN established the Organization to obtain
tax benefits in the form of avoiding capital gains and claiming deductions under § 170, without
relinquishiog control of the assets that they claimed to have contributed to the Organization.

Per the executive summary, the funding of the Organization was structured to obtain the maximum
income tax deduction for the NN. The amount of the NN contribution to the Organization was based
on an estimate of x% of the NN income for the years of their contributions.

In December of 199X, the NN transferred $x to the Organization and claimed it as a charitable
contribution deduction on their income tax retwrn {Form 1020) for 199X, In 200X, the NN
transferred $x to the Organization and claimed it as a charitable contribution deduction on their
income tax return (Form 1040} for 200X. In 200X, the NN transferred $x to the Organization and
claimed it as a charitable contribution deduction on their income tax return {Form 10403 for 200X,
Of the $x that the NN transferred to the Organization, $x was subsequently transferred to UU, an
organization controlled by Promoter. Shortly after the Organization transferred the $x to UU,
another entity controlled by Promeler, UL LLC (*UL} loaned $x to the NN. The $x was comprised
of $x from the Qrganization’s funds and $x from the NN LOI policy, also purchased from an entity
affiliated with Promoter. This “Joan™ was secured by 2 mortgage on real estate owned by the NN.
The other $x remaims unaccounted for. The Organization has not been reimbursed by the NN for the
monies that were transferred for their benefit.

The timing of the transactions and other evidence in the Administrative Record demonstrates that
these transactions were prearranged and facilitated by Promoter, Significantly, both UU, who
received the funds from the Organization, and LU, which retwned the funds (less expenses) to the
NN in the farm of a mortgage on the property owned by the NN, were controlled by Promoter.

Since the Organization’s formation in December 199X, while being funded with $x, iess than x% of
that amount was distributed for documented charitable purposes.

The transfers to ULJ, most of which were transferred to UU and then loaned back to the NN, serve
the financial interests of the NN, UL, UU and/or Promoter, Facts that show a charity’s investments
are decided in part by the needs of private interests indicate the charity may not be operated
exclusively for exempt purposes. Western Catholic Church v. Commissioner, 73 T.C. 196, 214
(1979), afPd 631 F.24 736 (7" Cir. 1980).
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An organization is described in section 501{c}3) only if no part of its net eamings inures to the
benefit of any private shareholder, The inurement protubition is designed to insure that charitable
assets are dedicated to exclusively furthering public purposes. An organization is not operated
exclusively for exempt purposes if its net earnings imure to the benefit of private shareholders or
individuals.

A gift to a charitable organization must be a voluntary transfer of money or property without the
receipt of adequate consideration, made with charitable intent. Hemandez v. Commissicner, 450
1.5, 680, 690 (1980). To claim a deduction under section 170, a donor must swrrender dominion
and control over the gift. United States v. Estate Preservation Services, 202 F.3d 1093, 1101 (9" Cir.
200X). The NN transferred assets to the Organization and claimed a deduction under section 170. A
charity’s assets gre required to be irrevocably dedicated to charitable purposes. Treas. Reg. §
L501(¢){(D-1(b)(4). The invretnent prohibition serves to prevent the mdividuals who operate the
charity from siphoning off any of a charity’s income or assets for personal use. By transferring its
assets to the NN, the Organization breached the dedication requirement and its net eamings have
inured 1o the benefit of the NN,

Although the inurement prohibition is stated in terms of net earnings, it applies to any of a charity’s
assets that serve the interests of its private shareholders. Harding Hospital, Inc. v. United States, 505

F.2d 1068, 1072 (6™ Cir. 1974), In this case, it appears that the Organization facilitated an integrated
tax avoidance scheme for the benefit of the NN, Church of World Peace v. Commissioner, T.C.

Memo. 1994-87. Tax avoidance schemes do not further an exempt purpose. Freedom Church of
Revelation v. United States, 588 F. Supp 693, 696 {D.D.C.1984)

The Organization, which is controlled by the NN, was established and operated primarily to enable
the NN to engage in financial activities which are beneficial to them and/or entities with whom they
are transacting business, but detrimental to the Organization. Accordingly, it is operated for a
substantial non-exempt purpose. See Revenue Ruling 67-5.

Promoter’s implementation agreement and executive summary state that NN is supposed to move
money through the suppotrting organization; to a hybrid corporation; to UL Funding and then te TRJ
' . This plan, as slightly modified, was implemented. The money went to NN through a
mortgage used to buy a new house for NN and family. The $x came from the assets of the
Organization and was used for the private benefit of NN, This is inurement and is prohibited under
IRC § 501{c)(3). NN and NN are disqualified persons under IRC § 4946 as the only contributors to
the Organization. In addition NN is the trustee of the Organization. He and his wile NN made all
decisions about the use of the Organization’s assets. NN and NN are insiders of the Organization
and the diversion of funds from an IRC § 501{c){3) to them is prohibited under the Internal Revenue
Code.
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The Organization, which is controlied by the NN, is operated to enable the NN to engage in financial
activities which are beneficial to them and/or entities with whom they are transacting business, but
detrimental to the Organization. Accordingly, it is cperated for a substantial non-exempt purpose,
See Rev. Rul. 67-5.

The Qrganization's net earnings have inured to the benefit of insiders. Treas. Reg. § 1.501(a)-1(c);
Ginsburg v. Commissioner, 46 T.C. 47 (1966). The very presence of a private source of loan credit
may amount to inurement. Founding Church of Scientology v. United States, 412 F.2d 1197 (Ct. ClL.
1969); Church in Beston v. Commissioner, 71 T.C. 102 (1978). Loans to disqualified persons
promote private rather than charitable purposes, Best Lock Cerperation v, Commissioner, 31 T.C.
1217, 1235-37 ({1959).

Accordingly, the Organization’s status as an organization described under § 501(c)(3) should be
revoked, effective December x, 199X, because it did not operate exclusively for exempt purposes
and because its assets inured to, and it served the private interests of, its creators.

Based on the Forms 990 for 199X, 200X, and 200X NN claimed contributions of $x and
disbursements of $x for charitable purposes (as previously noted, not all of which were expended for
charitable purposes). There have been diversions of at least $x to or for the private benefit of NN
and NN and their family. The Organization is not being operated exclusively for charitable purposes.
Instead, in excess of x% of the contributions have been diverted to the personal uze of NN and NN,
disqualified persons and insiders of the Organization.

CONCLUSION:

The Organization is not being operated as an exempt IRC § 501(c)(3) orgamization, The chantable
exempt status should be revoked effective December x, 199X, This revocation should be effective
as of December x, 199X because the Organization was never ¢reated with exempt purposes as the
primary objective. Instead, the primary purpose has been to reduce the individual tax burden of NN
and NN while allowing them to control and use the Organization’s assets for their benefit.
Revocation shouid be retroactive because the Organization’s application contained material
misrepresentations. Not only was the Organization’s purpose misrepresented, the application
contained no information about the Master Financial Plan that was already developed and which was
later implemented whereby most of the Organization’s assets were diverted back to the NN. When
an application for exempt status is made and the application contains material false statements about
proposed exermpt organization activities, the exempt status needs to be reveked back to the initial
exemption date.

ALTERNATIVE ISSUE # 1: Should The ORG (the “Organization”) be reclassified as a private
foundation?

FACTS:

Form Bﬂﬁ-ﬂ.{m-v.-l-ﬁaj Department of the Tecasury - Intemal Revenue Service
Page: -13-



[ - SSGA L3epartment of the tcasury - Interna) Revenne Seoce Schedule No. or Exhibit
Explanation of Items
MName nfTaxpaye[ Tax Identificaticn No. Year/ Pericd Ended

ORG EIN

200312;200%12

See prior recitation of facts, along with the following;:

LAW:

Incoms Tax Regulations § 1.509(a)-4(c) regarding the organizational test a § 309(a)(3) organization
must meet provides:

(1) fn general. —An prganization is organized exclusively for one or more of the purposes specified in
section 509(a){33(A) only if its articles of organization (as defined in §1.501()(3)- L{LK2)): |

{i} Limit the purposes of such organization to one or more of the purposes set forth in section
SOHa)(3NAN

{ii) Do not expressly empower the organization to engage in activities which are not in furtherance of
the purposes referred to in subdivision (i) of this subparagraph;

(iil} State the specified publicly supported organizations on whose behalf such organization is (o be
opergted (within the meaning of paragraph (d) of this section); and

{iv) Do not expressly empower the organization (0 operate K support ot benefit any organization other
than the specified publicly supported organizations referred to in subdivision (iti} of this subparagraph,

Income Tax Regulations §1.509(a)-4(e) regarding the operational test a § 509(a)(3) organization
must meet provides:

{13 Permissible bengficiaries. —A supporting organization will be regarded a3 “operated exclusively” (o support
one or more specified publicly supported organizations (hereinafter referred to as the “operational test™) only if it
engapes solely in activities which support or benefit the specified publicly supported organizations. Such activities
may include making payments to or for the use of, or providing services or facilities for, individeal members of the
charitable class benefited by the specified publicly supported organization. A supporting organization may also, for
example, make a payment indirectly through another unrelated organization to a member of a charitable class
henefited by a specified publicly supported organization, but only if such a payment constitutes a grant to an
individual rather than a grant to an organization. In determining whether a grant is indirectly to an individual rather
than to an organization the same standard shali be applied as in §53 4945-4(a}(4) of this chapter. Similarly, an
organization will be regarded as “apetated exclusively™ to support or benefit gne or more specified publicly
supported organizations even if it supports or benefits an organization, other than & private foundation, which i
described in section 501{c} 3} and is operated, supervised, or controlled directly by or in connection with such
publicly supporied organizations, or which is deseribed in seetion 511{aX2){B}. However, an organization will not
be regarded as operated exclusively it any part of itz activitiez is in furtherance of & purpose other than supporting
or benefiting one or more specified publicly supported organizations,

(2) Permissible aeifvifies. —A supporting organization is not required 1o pay over its income to the publicly
supported organizations in order to meet the cperational test. It may satisfy the test by using its income 1o carry on
an independent activity or program which supports or benefits the specified publicly supported erganizations. All
such support must, however, be limited to permissible beneficiaries in accordance with subparagraph (1) of this
paragraph. The supperting organization may alzo engage in fund raising activities, such as solicitations, fund
raiging dinners, and unrelated trade or business to raise funds for the publicly supported organizations, or for the
permissible beneficiaries,
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Income Tax Regulations § 1.50%(a)-4{f) regarding the nature of relationships required for § 509(a)(3}
organizations provides:

{1) In general, —Section 509{@)(IXB) describes the nature of the relationship required betwesn a section
S01{cH3) organization and on¢ or mare publicly supported organizations in order for such section 50 1(c)(3)
grganization to qualify under the provisions of section 50%(a)(3). To meet the requirements of section 509(a)(3),
an organization must be operated, supervised, or controiled by or in connection with one or more publicly
supported erganizations. [f an organization does not stand in one of such relationships {as provided in this
paragraph) to one or more publicly supported orpanizations, it i3 not an organization described in section
509¢a}3).

{2) Types of relationships. —Section 50%(a)(33(B) sets forth three different types of relationships, one of
which must be met in order to eet the requirements of subparagraph (1) of this paragraph. Thus, = supporting
organization may be:

(i) Operated, supervised, or controlled by,
{ii) Supervised or controlled in connection with, or
{iii} Operated in connection with, one er niore publicly supported organizations.

(3) Reguirements of relationskips. —Although more than one type of telationship may exist in any one case,
any relationship described in section 509a)3 KB} must insure that;

(1} The supporting organization will be responsive to the needs or demands of one or more publicly supparted
organizations, and

(i) The supporting organization will eonstitute an integral part of, or maintain a significant involvement in,
the operations of one or more publicly supported organizations,

(4} General description of relationsfips. —In the case of supporting organizations which are “opsrated,
supervised, or conirelled by” one or more publicly supported organizations, the distinguishing feature of this
type of relationship is the presence of a substantial degree of direction by the publi¢ly supported organizations
over the conduct of the supporting organization, as described in paragraph (g) of this section. In the case of
supporting organizations which are "supervised or controlled in connection with” one or more pubiicly
supparted organizations, the distinguishing feature is the presence of commaon supervision or contrel among the
governing bodies of all organizations involved, such as the presence of common dirzctors, as described in '
paragraph (k) of this section, In the case of a supporting organization which is “eperated in connection with”™ one
or more publicly supported organizations, the distinguishing feature is that the supporting organization is
responsive 1o, and significantly involved in the operations of, the publicly supperted organization, as described
in paragraph (i} of this section.

Income Tax Regulations §1.509(a}-4(g)(1) provides guidance on the meaning of “operated,
supervised, or controlied hy™ as follows:

(i} Each of the items “operated by”, “supervised by", and “controlled by™, as used in section 50%(2)(3)(B),
presupposes a substantial degree of direction over the policies, programs, and activities of a supporting
organization by one or more publicly supported organizations. The relationship required under any one of these
tetims is comparable to that of a parent and subsidiary, where the subsidiary is under the direction of, and
accountable or responsible to, the parent organization. This relationship is established by the fact that a majoriny
of the officers, directors, or trustees of the supporting organization are appointed or elected by the goveming
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body, members of the governing bedy, officers acting in their official capacity, or the membership of one or
more publicly supported organizations.

{i]) A supporting organization may be “operated, supervised or controlled by™ one or mere publicly
supported organizations within the meaning of section 50%(a)(3)(B) even though its goveming body is not
comprised of representatives of the specified publicly supported organizations for whose benefit it is operated
within the meaning of section 509(a}3HA). A supporting organizatian may be “operated, supervised, or
controdled by™ ane or more publicly supported organizations {within the meaning of section 509(2)(3XB)) and
be operated “for the benefit of* one or more different publicly supported organizations (within the meaning of
section S09{a)(3)(AY) only if it can be demonstrated that the purposes of the former organizations are carried out
by benefiling the latter organizations,

Income Tax Regulations §1.509(a)-4(h} provides guidance on the meaning of “‘supervised or
controlled in connection with” as follows:;

(1} In order for a supporting organization o be “supervised or controlled in connection with™ one or more
publicly supported organizations, there must be common supervision or control by the persons supervising or
controlling both the supporting organization and the publicly suppoeited organizations to insure that the supporting
organization will be tesponsive to the needs and requirements of the publicly supported orgamizations. Therefore, in
order t¢ meet such requirement, the control or management of the supporting organization must be vested in the
same persons that control or manage the publicly supported organizations.

(2) A supporting crganization will not be considered to be “supervised or controlied in connection with” one or
mere publicly supported organizations if such organization merely makes payments {(mandatory or disceetionaty} to
one ot more named publicly supported organizations, even if the ohligation to make payments to the named
beneficiaries is enforceable under state law by such beneficiacies and the supporting organization’s governing
instrument contains provisions whose effect is described in section 308{e){1{A) and {B}. Such arrangements do not
provide & sufficient “connection™ bepween the payor organtzation and the needs and requirements of the publicly
supported organization to congtitute supervisions or centrol in connection with such organizations,

Income Tax Regulations § 1.509(a)-4(j) provides guidance on the meaning of “operated in
connection with” as follows:

(1) Ceneral rufe

(i) Except as provided in subdivisions {il) and (ili) of this subparagraph and subparagraph (4) of this
paragraph, 4 supperting arganization will be considered as being operated in connection with one or more
publicly supported organizations only if it meets the *responsiveness test™ which is defined in subparagraph {2)
of this paragraph and the *“integral part test™ which is defined in subparagraph (3} of this paragraph.

{2} Responsivenegss test

(i} For purposes of this paragraph, a supperting organization will be considered to meet the
“responsivensss test” if the organization is responsive to the needs or demands of the publicly supported
organizations within the meaning of this subparagraph, In order tp meet this test, either subdivision (i) or
subdivision {iii} of this subparapraph must be satisfied,

{if)

fa) One or more officers, directors, or trustees of the supporiing organization are elected or appointed

by the officers, directors, trustees, or membership of the publicly supported organizations;
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&) One or more members of the governing bodies of the publicly supported organizations are also
officers, directors or trustees of, or hold other important offices in, the supporting organizations; or

fe) The officers, directors or trustees of the supporting organization maintain 2 close and continueus
working relationship with the officers, directors or trustees of the publicly supported organizations; and

fe) By reason of (a}, (B, or (¢ of this subdivision, the officers, ditectors or trusteses of the publicly
supported organizations have a significant voice in the investment policies of the supporting
organization, the timing of grants, the manner of making them, and the selection of recipients of such
supporting organization, and in otherwise directing the use of the income or assets of such supporting
organization,

{1if})

fee) The suppotling organization is a charitable trust under State law;

fk} Each specified publicly supported organization is a named beneffciary under such charitable trust's
governing instument; and

fi} The beneficiary organization has the power to enforce the trust and compel an accounting under
State law,

(3} fntegraf part test; general rule
(i) For purposes of this paragraph, a supporting organization will be ¢considered to meet the “integral
patt test™ if it maintaing a significant involvement in the operations of one or more publicly supporied
organizations and such publicly supported organizations are in tum dependent upon the supporting
organization for the type of support which it provides. Tn order to meet this test, either subdivision (ii)
or subdivision (iii) of this subparagraph muat be satisfied.

(ii) The activities engeged in for or on behalf of the publisly supported organizations are activities to
perform the functions of, or to carry out the purposes of, such organizations, and, but for the
involvement of the supporting organization, would normally be engaged in by the publicly supported
organizations thernselves.

(i)

fi) The supporting organization makes payments of substantially all of its incoma to or for the use of
ong or mare publicly supported organizations, and the amount of support received by one or mare of
such publicly supported organizations is sufficient to insure the attentiveness of such organizations to
the operations of the supporting organization. In addition, a substantial amount of the total support of
the suppoiting organization must go to these publicly supported organizations which meet the
altentiveness requiremneant of this subdivision with respect to such supporting organization. Except as
provided in (&) of this subdivision, the amount of support received by a publicly supported organization
must represent a sutficient part of the organization's total support s¢ 25 to insure such attentiveness. In
applying the preceding sentence, if such supporting organization makes payments to, or for the use of, a
particular department or school of a university, hospital or church, the total support of the department
ot school shall be substituted for the total support of the beneficiary organization.

f&} Even where the amount of support received by a publicly supported beneficiary organization does
not represent a sufficient part of the beneficiary organization's total support, the amount of support
received from a supporting organization may be sufficient to meet the requirements of this subdivision
if it can be demonatrated that in order to avoid the interruption of the carrving on of a particular
function or activity, the beneficiary erganization will be sufficiently attentive to the operations of the
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supporting organization. This may be the case where either the supporting organization or the
beneficiary organization earmarks the support received from the supporting crganizaticn for a
particular program or activity, even if such program or activity is not the beneficiary organization's
pritoary program or activity 50 long as such program or activity is a substantial one.

fdi All pertinent factors, including the number of beneficiaries, the length and nature of the relationship
between the beneficiary and supporting orpanization and the purpose to which the fonds are put {as
illustrated by subdivision (iii)ff) and fcf of this subparagraph}, will be considered in determining
whether the amount of support received by a publicly supported beneficiary organization is sufficient to
inzure the allentiveness of such organization to the operations of the supporting organization. Nermally
the attentivengss of a beneficiary organization is motivated by teason of the amounts received from the
supporting organization. Thus, the mors substantial the amount involved, in terms of a percentage of
the publicly supported organization's total support the preater the likelihood that the required degree of
attentiveness will be present, However, in determining whether the amount received from the
supporting erganization is sufficient to insure the attentiveness of the beneficiary organization to the
operations of the supporting organization (ingluding aitentiveness to the nature and yield of such
supporting crganization's investments), evidence of actual attentivensss by the beneficiary organization
is of almost equal importance. An exemple of acceptable evidence of actual attentiveness is the
impozition of a requirement that the supporting organization furnish reports at least anmually for faxable
years beginning after December 31, 1971, to the beneficiary organization to assist such beneficiary
organization in insuring that the supporting organization has invested its endowment in azsets
produstive of a reasonable rate of return (taking appreciation into account) and has not engaged in any
activity which would give rise to liability for a tax imposed under sections 4941, 4943, 4944, or 4945 if
such organization were a private foundation. The imposition of such requirement within 120 days afier
October 16, 1972, will be deemed to have retroactive effect to January 1, 1970, for purposes of
determining whether a supporting organization has met the requirements of thig subdivision for itg first
two taxable years beginning after Drecember 31, 1969, The imposition of such requirement is, however,
megely one of the factors in determining whether a supporting crganization is complying with this
subdivision and the absence of such requirement will not preclude an organization from claszification
25 4 supparting organizatton based on other factors.

{e) However, where none of the beneficiary organizations is dependent upon the supporting
organization for a sufficient amount of the beneficiary organization's support within the meaning of this
subdivision, the requirements of this subparagraph will not be satisfied, even though such beneficiary
organizations have enforceable rights against such organization under State law,

Rev. Rul. 76-208, 1976-1 C.B. 161, held that a charitable trust deseribed in § 501(¢)(3) did not
satisfy the “substantially all” requirement of the integral part test set forth in § 1.50%9{a)-
H1}(3)(1ii)(A) of the regulations and was thergfore not a supporting organization, The trust
instrument provided that 75 percent of the trust income was to be distributed annually to a specified
church with the remaining 25 percent to accumulate until the original corpus doubled, at which time
the entire annual income was te be distributed to the church, The Service also stated that for
purposes of the integral part test, the term “substantially all” means 85 percent or more,

Income Tax Regulations § 1.509(a)-4(j) regarding control by disqualified persons provides:
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{1}  f» gameral. —Under the provisions of § 509(2)(3)C} a supperting organization may not be controlled
directly or indirectly by one or more disqualified persons (as defined in § 49463 other than foundation
managers and other than one or more publicly supported organizations. [ a person who is a disqualified
peison with regpect to a supporting organizetion, such as & substantial contribwtor to the supporting
organization, is appointed or designated as a foundlation manager of the supporting organization by a
publicly supported beneficiary organization to serve as the representative of such publicly supported
organization, then for purposes of this parapraph such person will be regarded as a disqualified person,
rather than as a representative of the publicly supported organization. An organization will be considered
“controlled”, for purposes of § S09a)(3XC), if the disqualified persons, by aggregating their votes or
positions of authority, may require such organization to perform any act which sigmificantly affects its
operations or may prevent such organization from performing such act. This includes, but is not limited
t, the right of any substantial contributor or his spouse to designate annully the recipients, from among
the publicly supported organizations of the income attributable to his contribution to the supporting
prganization. Except as provided in subparagraph (2} of this patragraph, 2 supperting organization will be
considered to be controlled divectly or indirecily by one or more disqualified persons if the voting power
of such persons is 5¢ percent o more of the total voting power of the organization's governing body or if
one or more of the total voting power of the organization's governing body or if gne ¢r more of such
persons have the right to exercise veto power gver the actions of the organization. Thus, if the governing
body of & foundation is composed of five trustees, none of whom has a veto power over the actions of the
foundatien, and ne more than two trustees are at any time disqualified persons, such foundation will not
be considered to be controlled directly o indirectly by one or more disqualified persons by reason of this
fact alone, However, all pertinent facts and circumstances insluding the nature, diversity, and income
vield of an organization's holdings, the length of time particular stocks, securities, or other assets arg
retained, and its mamner of exercising its voting rights with respect to stocks in which members of its
govering body also have some interest, will be taken inte consideration in determining whether a
disqualified person does in fact indirectly control an organization.

GOVERNMENT'S POSITION:

As set forth above, it is the government’s primary position that the tax exempt status of the
Organization should be revoked. Alternatively, the Organization should be reclassified as a private
foundation.

Dhe to Congressional concems about wide-spread abnses of their tax-exempt status by private
foundations, private foundations were defined and subjected to significant regulations and controls
by the Tax Reform Act of 1969, The definition of a private foundation is intentionally inclusive so
that all orgamizations exempted from tax by § 501{c)(3) are private foundations except for those
specified in IRC § 509{a)(1) through(4). Roe Foundation Charitable Trust v. Commissioner, T.C.
Memo. 1989-566; Quarrie Charitable Fund v. Commissioner, 603 F.2d 1274, 1277 (7" Cir. 1979),
The Organization currently is excepted from private foundation status because it is currently
classified as an organization described in § 509(a)(3), which defines supporting organizations,

Public charities (organizations described in § 501(c)3) that meet the requirement of § 509(a)1) or
(2)} are excepted from private foundation status on the theory that their exposure to public scrutiny
and their dependence on public support keep them from the abuses to which private foundations are
subject. Supporting organizations are similarly excepted from private foundation status. Supporting
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organizations are excepted if they are subject to the scrutiny of public charities that provide sufficient
oversight to keep supporting organizations from the types of abuses to which private foundations are
prone, Quarrie, 603 F.2d at 1277-78.

Section 50%a)(3) organizations must meet all three of the following tests:

1} Organizational and Operational Tests under § 509(a)(3)(A).
2) Relationship Test under § 509(a)(3)(B).
3) Lack of Dusqualified Person Control Test under § 509(a)(3)(C}.

Overall, these tests are meant to ensure that a supporting organization is responsive to the needs of a
public charity and intimately involved in its operations and that the public charity (or publicly
supported organization) is motivated to be attentive to the operations of the supporting organization
and that it is not controlled, directly or indirectly, by disqualified persons.

Organizational and Operational Tests

The Crganization is not organized to benefit one or more specified publicly supported organizations.
Pursuant to Treas. Reg. § 1.509(a)>4(c) 1){iii} and (iv}, an organization’s governing instrument must
state the specified publicly supported organization(s) on whose behalf the organization is to be
operated and cannot expressly empower the crganization to support or benefit any organizations
other than the specified publicly supported crganization(s). The Organization’s dissclution clause
allows distributions to organizations other than the specified publicly supperted organizations upon
termination of the Organization. The possible beneficiaries are not limited to the Primary Charity or
to the crganizations specified on Schedule A of the Organization’s Dieclaration of Trust. Therefore,
the organizational test is not met. See Quarrie, supra (holding that the organizational test was not
satisfied where the trustee had the power to substitute beneficiaries when, in the judgment of the
trustee, the uses of the named beneficiaries became unnecessary, undesirable, impracticable,
impossible or no longer adapted to the needs of the public).

Moreover, the operational test set forth in Treas. Reg. § 1.509{a)-4{e)(1) is not satisfied. A
supporting organization will be regarded as “operated exclusively” to support a specified publicly
supported organization(s) only if it engages in activities which support or benefit the specified
publicly supported organizations(s). As was discussed under the Primary Issue above, the
Organization has served private interests and has made payments for the benefit of NN and NN.
Therefore, 1t has not established that it operated exclusively for the benefit of the publicly supported
organizations.

The operational test requires the Organization to exclusively engage in activities that benefit
specified publicly supported organizations. The operational test is not satisfied becanse the
Qrganization made grants to organizations that were not specified in the Declaration of Trust and
Schedule A thereto.
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In 200X, the Organization’s grants to organizations not specified on Schedule A to its Declaration
were as follows:

$x to UL,

$x to the UL and

$x to various other charities.

These grants are in viclation of Treas. Reg. § 1.50%(a)-4{e){1).
Relationship Test

As set forth in Treas. Reg. § 1.509(a)-4{f){(2), there are three permissible relationships:
{a) operated, supervised, or controlled by; (b) supervised or controlled in connection with; and
(c) operated in connection with one or more publicly supported organizations.

The relationships “operated, supervised or controlled by™ and “supervised or controlled in
connection with” presuppose a substantial degree of direction over the policies, programs and
activities of the supporting organization by a publicly supported organization. The “operated,
supervised or controlled by” relationship is established by the fact that a majority of the officers,
directors, or trustees of the suppotting organization are appeinted or elected by the governing body,
members of the governing body, officers acting in their official capacity or the membership of the
publicly supported organization. The “supervised or controlled in connection with” relationship is
established by the fact that there is common supervision or control by the persons supervising or
controiling both the supporting and the publicly supported organizations (1.¢.; that control or
management of the supporting organization is vested in the same persons that control or manage the
publicly supporied crganization).

In the present case, the facts indicate that there was no substantial control or direction over the
policies or activities of the Organization by the publicly supported organizations (the Primary
Charity or any Schedule A organization). The evidence developed thus far shows that the appointed
representative of the Primary Charity never attended any board or trustee meetings, was a close
personal friend of the NN, and may not have actually been appointed by the Primary Charity. A
majority of the Organization's governance is not appointed or elected by the specified publicly
supported organizations. There is no common supervision or control by the same persons over the
QOrganization and the specified publicly supported charities. Thus, the requirements to satisfy one of
the first two types of relationship have not been met.

The third and final relaticnship possible for § 509{2)(3) organizations is the “operated in connection
with" relationship which requires that the supporting organization be responsive to the needs or
dernands of the publicly supported organization and constitute an integral part of, or maintain a
significant involvement in the affairs of, the publicly supported organization. This relaticnship is
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satisfied where the supporting organization meets both the “responsiveness™ and “integral part™ tests.
Neither test has been met in this case,

In order to meet the responsiveness test, either Treas. Reg. § 1.509(a)-4(1)(2){ii) ot {iii) must be
satisfied, Treas. Reg. § 1.509(a)-4{i)(2)(ii) requires that the board member appointed by the
supported crganization have a significant voice in the operations of the supporting organization. The
Organization has claimed that they were a supporting organization to the UU, The Organization
claimed that a member of the UU would be on the Board of Directors. Promoter’s literature told NN
that even though NN was a disqualified persen, he couid siill control distributions by being the
trustee of the Organization. He could include himself and his wife on the Board of Directors. The
Organization never had any board meetings. There were no minutes to review. As a result, the
Board of Directors never had a significant voice in the investment policies of the Organization. Ina
conversation with Agent NN, NN stated that the "board members" were just friends of his and did
not want any letters mailed to them. See Roe Foundation Charitable Trust v. Commissioner; 58
T.C.M. 402 {1989).

Alternatively, the supporting organization must be a charitable trust under state law and each
specified publicly supported organization must be a named beneficiary under the charitable trust’s
governing instrument and the beneficiary organization must have the power to enforce the trust and
compel an accounting under state law. Treas, Reg. § 1.509(a)~4(i)(2)(iii). The Declaration requires
the trustee to distribute x% of the net income of the trust to the RR. The Declaration aiso requires
the trustee to distribuie a total of x% of the net inceme to one or more of the organizations listed on
Schedule A. There are x organizations listed on Schedule A that the Organization can select as grant
recipients. Only one, the RR, is entitled to receive a specified portion of the Organization’s net
income, The Organization is not required to make any specified distributions to any of the other %,
Therefore, the Organization has not established that any of these organizations are beneficiaries to
the trust or that they have the power to enforce the trust under state law.

Therefore, the Organization does not meet either of the “responsiveness™ tests.

While the responsiveness test guarantees that the publicly supported organization can influence the
activities of the supporting organization, the integral part test ensures that the publicly supported
organization will be motivated to attend to the operations of the supporting organization. The
integral part test is considered to have been satisfied if the supporting organization maintains a
significant involvement in the operations of one or more publicly supported organizations and the
publicly supported organizations are in turn dependent upon the supporting organization for the type
of snpport which it provides. Treas. Reg § 1.509{(a}-4(1)(3)(1). In order to meet the integral part test,
either Treas. Reg. § 1.509-4{1)(3){31) or (iii} must be satisfied.

Treas, Reg. § 1.509(a)-4(1){3)(ii) provides that the activities engaged in for or on behalf of the
publicly supported organizations mnst be activities to perform the functions of, or to carry out the
purposes of, such organizations and, but for the involvement of the supporting organization, would
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normally be engaged in by the publicly supported organizations themselves. Thus, this part of the
integral part test applies in those situations in which the supporting organization actually engages in
activities which benefit the publicly supported organizations as opposed to simply making grants to
the publicly supported organizations. Compare to Treas. Reg. § 1.509%{a)-4{i)(3)(iii) {which sets
forth the rules of the integral part test applicable to supporting organizations that make payments to
or for the use of publicly supported organizations); see also Roe Feundation, T.C. Memo. 1989-566;
Cuddeback Memorial Fund v. Commissioner, T.C, Memo. 200X-300, The Organization does not
meet this test because, while it made some grants to publicly supported organizations, it did not
perform any activities for or on behalf of the publicly supporied organizations.

Because the Organization did not perform any activities for or on behalf of publicly supported
organizations aside from grants, the applicable rules for satisfying the integral pari test are in Treas.
Reg. § 1.509(a)-4(1)(3)(iii). This section of the regulation has the following 3 basic requirements: 1)
payinent of substantially all of its income to publicly supported organizations; 2} the amount
received by one publicly supported organization must be sufficient to motivate it to pay attention to
the operations of the suppoerting organization; and 3) a substantial amount of the total support of the
organization must go to those publicly supported organizations that meet the attentiveness
requirement, In the present situation, the Organization does not meet the second requirement and,
therefore, it cannot meet the third requirement,

Treas, Reg. § 1.509{a)-4(1)(3)(2ii}{a) provides that the amount of support received by a publicly
supported crganization must represent a sufficient part of the crganization's total support so as to
insure such attentiveness. Treas. Reg. § 1.509{(a)-4(i){3¥1iii}{b) provides that a supporting
crganization can meet the attentiveness requirement, ¢ven where the amount of support received by
the publicly supported organization does not represent a sufficient part of the publicly supported
organization’s total support, if it can be demonstrated that support is earmarked for a substantial
program of the publicly supported organization that would be interrupted without the supporting
organization’s support. And finally, Treas. Reg. § 1.50%(a)-4(D)(3){d) provides that “[a]ll pertinent
factors . . . will be considered in determining whether the amount of support received by a publicly
supported organization is sufficient to insure the attentiveness of such organization to the operations
of the supporting organization.” Tt goes on to note the importance of the percentage of the income
received from the supporting organization is in determining if the publicly supported organization
will have the requisite degree of attentiveness and concludes that evidence of actual attentiveness is
almost as important.

UUin the CY,ST UU, is a x dollar annual operation per oral statements of NN priests. Per the
Urganization’s filed Form 990s for the years ending December x, 199X, 200X and 200X, they
¢laimed total grants paid of $x. Even if all of these grants were made to the UU, this amount is
insufficient to insure its attentiveness.

The Organization did not produce any evidence that shows that the Primary Charity would be
attentive to its operations. The individual who purportedly represented the Primary Charity on the
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Organization’s board never attended or participated in any board meeting. There is no evidence that
this individual was involved in the decisions regarding invesiments and/or operations of the
Organization. The Primary Charity never requested or received any financial reports from the
Organization. The purportedly appointed representative of the Primary Charity never attended any
board or trustee meetings, was a close personal friend of the NN, and may not have actually even
been appointed by the Primary Charity. During a meeting with Agent NN, NN stated that no other
member of the Organization’s Board of Directors ever did anything with or for the Organization and
that NN and NN controlled the Crganization completely. Thus, it is apparent that the Primary
Charity was not attentive to the operations of the Organization.

Control

Treas. Reg, § 1.509(a)-4{j)(1) provides that for purposes of section 305(a)(3)(C), an organization will
be considered “controlled™ if a disqualified person, by reason of his position or authority, may
require the crganization to perform any act which significantly affects its operations or prevents such
organization from performing such act. All facts and circumstances ave taken into consideration in
determining whether & disqualified persen controls an organization. Id. As founders, substantial
contributors, board members and trustee of the Organization, NN and NN are disqualified persons.
There is no evidence that any other board member had any direction over the activities of the
Organization. At their discretion, the NN entered into questionable transactions using the
Organization's funds for their personal benefit which significantly impeded the Organization’s
ability to perform its stated exempt purpose.

CONCLUSION:

Accordingly, the Organization should be reclassified as a private foundation because it does not
qualify as a supperting organization under the requirements set forth in Treas, Reg. § 1.302(a)-4(c)
through {j).

The modification of private foundation status is effective December x, 199X, Because the
application did not disclose that the Primary Charity would not be involved with the activities of the
Organization, that grants would be made to other than specified public charities, that the
QOrganization would operate primarily for the benefit of the NN and that the NN would control the
QOrganization’s activities, retroactive re-classification is appropriate in this case.

The effect of this determination will be that the Organization is required to file Form 990-PF Return
of Private Foundation. Form 990-PF should be filed for tax years ending December x, 199X through
December x, 2003, Subsequent returns are due no later than the x day of the x month following the
close of the Organization’s accounting period,

Note: Form 990-PF is required for each year until Private Foundation status is terminated under IRC
§ 307,
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